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FEDERAL INCOME TAXATION OF
ESTATES AND TRUSTS

By

ALAN

D.

LEWIS*

I. SCOPE

It is the purpose of this Note to survey the provisions and a few
of the problems which relate to the federal income taxation of estates
and trusts. As such, it will only expose the reader to the general rules
relating to the income taxation of estates and trusts, and will not make
an estate and trust tax expert of him.
The discussion will be accomplished in two sections. The first
section will relate to income taxation at the fiduciary level, encompassing the rules and problems involved in the determination of the
income and deductions of estates and trusts, and in particular the
distributions deduction. The second section will discuss some provisions and problems of income taxation at the beneficiary level.
This Note will not be concerned with either the grantor trust
provisions1 or the federal estate tax provisions of the Internal Revenue
Code. The estate tax provisions comprise an entirely different part
of the Code' and are directed toward a different type of tax.3 However, the estate tax will be considered in regard to some special provisions that affect both the estate tax and the estate income tax.
11. DEFINITIONS
To comprehend fully the estate and trust income tax provisions
and the discussion thereof, the definitions which the tax laws have
attached to the terms "estate," "trust," "fiduciary," and "beneficiary"
must be understood.
*Arthur Young & Co., Tax Department, Denver, Colorado; member, Colorado Bar;
B.S.B.A. University of Denver, 1963; J.D. University of Denver, 1965.
1 INT. REv. CODE OF 1954 §§ 671-78. These trusts generally arise when the grantor
has transferred property into a trust and has retained certain reversionary interests,
powers to control beneficial enjoyment of the trust, administrative powers, or reversionary powers. To the extent that the grantor does retain such ownership, he is
personally taxed on the portion of income attributable to that ownership, as though
the trust does not exist. (The Internal Revenue Code of 1954 will hereinafter be
referred to as I.R.C.) Unless otherwise indicated, all case authority herein cited has
dealt with either the 1954 Code or the comparable provisions of the revenue laws
prior to the enactment of the 1954 Code.
2 I.R.C. §§ 2001-209.
3 "The estate tax is an excise tax on the transfer of property occasioned by death. The
income tax is an annual tax imposed upon the net income received by the taxpayer in
the taxable year." (Emphasis added.) Robert J. Kleberg, 31 B.T.A. 95 (1934).
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Estate. The decedent's estate4 is the entity which must account
for the income generated by the decedent's property during the
period of administration, between the decedent's death and the ultimate distribution of the property to the intended transferees.' It is
generally identical with the probate estate of the decedent.
The corpus of the estate, for income tax purposes, does not
necessarily coincide with the decedent's gross estate for federal estate tax purposes, since many of the assets pass outside of administration. For example, securities, held in joint tenancy by the decedent and another, in which the decedent paid the full consideration,
would be included in the decedent's gross estate for federal estate
tax purposes.' But on the decedent's death, the securities would be
entirely vested in the survivor and would not be the subject of a
future transfer from the decedent's representative. Therefore, the
securities would not constitute a part of the corpus of the estate for
income tax purposes.
Trust. The Treasury Regulations define a trust in the following manner:
In general, the term "trust" as used in the Internal Revenue
Code refers to an arrangement created either by will or by an inter
vivos declaration whereby trustees take title to property for the purpose of protecting or conserving it for the beneficiaries under the
ordinary rules applied in chancery or probate courts. 8

The term is further held to refer only to express trusts; and therefore, it does not apply to constructive, resulting, or ex maleficio
trusts. 9
4Although the term "estate" generally brings to mind the assets of a decedent, under the Code the term also contemplates other situations. E.g., the term also
applies to assets held by a trustee in bankruptcy. For the fiduciary's requirement
as to bankrupt individuals, see O.D. 174, 1 Cum. BULL. 175 (1919). Also, I.T.
3959, 1949-1 CuM. BULL. 90. For the requirement as to bankrupt partnership
estates, see G.C.M. 24617, 1945 CuM. BULL. 235, modifying G.C.M. 8488, X-1
CuM. BULL. 270 (1931), and recommending that I.T. 1540, 1-2 CuM. BULL. 178
'(1922) be modified. In the case of corporations, I.R.C. § 6012(b) (3) requires
that where the trustee in bankruptcy has possession or title to "all or substantially all the property or business" of the corporation, he must report the corporation's income in the same manner and form as the corporation is required
to make the report. The estate of an infant or incompetent is not a separate entity
from the person for whom the fiduciary is acting, and thus the fiduciary is only
required to file an individual income tax return (form 1040) for the infant or
mental incompetent. Treas. Reg § 1.641(b)-2(b) (1956), as amended, T.D. 6580,
1961-2 CUM. BULL. 123; Treas. Reg. § 1.6012-3(b)'(3) (1959).
5 I.R.C. § 641(a) (3); Treas. Reg. § 1.641(b)-3(a) (1956).
8 I.R.C. § 2040; Hornor's Estate v. Commissioner, 305 F.2d 769 (3d Cir. 1962).
7United States v. Jacobs, 306 U.S. 363, motion denied, 306 U.S. 620 (1939) U.S.
620 (1939); Dimock v. Corwin, 99 F.2d 799 (2d Cir. 1938), cert. granted, 305

U.S. 593, allirmed, 306 U.S. 363 (1939).
8 Treas. Reg. § 301.7701-4(a) (1960).
' Western Products Co., 28 T.C. 1196 (1957), acq., 1958-1 CUM. BULL. 6.
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A trust will be recognized for tax purposes only when there is
a relationship that is clothed with the characteristics of a trust."0
Thus, even though there is trust form,1 or there are words saying
that a trust is being created, 2 such devices do not control the determination of whether a trust in fact exists.
If a trust, in fact, exists for income tax purposes, it will fall
into one of two categories-a simple trust or a complex trust. This
distinction must be made as different tax consequences may result
depending upon the characterization of the trust.
A trust is classed as a simple trust when (1) the instrument
creating such requires the trustees to distribute currently all of the
trust income to the beneficiaries; 3 (2) nothing more than income
is actually distributed during the taxable year; 4 and (3) the terms
of the trust instrument do not authorize the payment, use, or permanent dedication of the trust funds for charitable purposes. Simple
trust status will be maintained even though the current income is
not actually distributed during the taxable year, provided the trustee
is under a duty to make the distributions." A trust will not lose its
"simple" status merely because it is a sprinkling trust.1 A trust
will lose its "simple" status, however, if in any year it actually distributes corpus. 8
All other trusts are classified as complex trusts.9 Thus, a complex trust is one that is authorized by its creating instrument either
(1) to accumulate income, or (2) to pay, use, or permanently set
aside funds for charitable purposes.
Fiduciary. The tax laws define the term "fiduciary" as a person
who occupies the position of a trustee, executor or administrator. 0
10 Weil

v. United States, 148 Ct. Cl. 681, 180 F. Supp. 407, cert. denied, 364 U.S.
822 (1962).
11 Hubbell v. Commissioner, 150 F.2d 516 (6th Cir. 1945).
12 Boyt v. Commissioner, 209 F.2d 839 (8th Cir.), cert. denied, 347 U.S. 1014 (1954).
13 I.R.C. § 651(a)(1).
14 Treas. Reg. § 1.651(a)-3(a) (1956).
"SI.R.C. § 651(a)(2).
16Treas. Reg. § 1.651(a)-2(a) (1956).
17Treas. Reg. § 1.651(a)-2(a) (1956).
18 Treas. Reg. § 1.651(a)-3(a) (1956). There are provisions, though, that will allow a trust to retain a "simple" status even though in a particular year the trust
is required to distribute corpus. It is only in this year of distribution that the
trust takes on a "complex" status, and the trust may return to its "simple" status
after the year in which the distribution is made. In the year of termination, a
trust which formerly was "simple" will always be taxed as a complex trust due to
the distribution of corpus incident to termination.
19 Treas. Reg. § 1.661(a)-i (1956). It is interesting to note that the terms "simple
trust" and "complex trust" are not found anywhere in the Internal Revenue Code.
They are solely the product of the Treasury Regulations.
0
2 I.R.C. § 7701(a) (6) ; Treas. Reg. § 301.7701-6 (1960).
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Unless otherwise stated, the same definition attaches to the term
when used in this Note.
Beneficiary. The term "beneficiary" or "cestui que trust," is
defined in the Code, as it is ordinarily defined in the law of trusts.'
The Code expands this definition of "beneficiary" by including therein the terms "heir," "legatee," and "devisee." ' The term will be
used in a like manner in this Note in order to facilitate the discussion.
III.

TAXATION OF THE FIDUCIARY

The primary problem concerning taxation of the fiduciary's income is the determination of the Internal Revenue Code provisions
applicable to estates and trusts. Most of the provisions are located
in those Code sections applicable to the individual taxpayer.' Many
of these sections incorporate limitations and special rules as to their
applicability to estates and trusts. Other provisions are located in
Subchapter 'J' of the Code. The primary functions of Subchapter
'J' are (1) to limit further the scope of the individual taxpayer provisions applicable to estates and trusts, and (2) to provide special
rules for the taxation of estates and trusts.
The secondary problem is to determine which limitations and
special rules apply equally to both estates and trusts.
Therefore, there are four questions which must be answered
to determine the tax law applicable to an estate or trust:
(1) Is there an applicable individual taxpayer provision?
(2) Does this provision incorporate a limitation or special rule as
to estates and trusts?
(3) Is there a limitation or special rule located in Subchapter 'J'?
(4)

If the answer to (2) or (3) is "yes," do the applicable pro-

visions differentiate as to the treatment to be accorded to an
estate as opposed to a trust ?
It is the purpose of this section of the Note to consolidate the
provisions of the Code applicable to estates and trusts, and to delineate instances where the provsions make a distinction between
estates and trusts. The discussion will first consider the status of
an estate or trust as a taxpayer, followed by an analysis of the provisions relating to income, deductions, and credits.
21

MONTGOMERY, WYNN

& BLATTMACHR, FEDERAL TAXES-ESTATES TRUSTS AND GIFTS

206 (1951).
22
I.R.C. § 643(c).
23 "Application of Tax. - The taxes imposed by this chapter on individuals shall
apply to the -taxable income of estates or any kind of property held in trust.
I.R.C. § 641(a). Kearney v. United States, 116 F. Supp. 922 (S.D.N.Y. 1953);
First Trust & Deposit Co. v. United States, 58 F. Supp. 162 (N.D.N.Y. 1944).
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A. Taxable Status of Estates and Trusts
From the first moment of their existence, both estates' and
trusts? are treated as taxable entities, separate and apart from the
beneficiaries for whose benefit they are being administered. And
both entities continue to exist as separate taxable entities until
termination. 2 However, the duration of the administration of an
estate differs from that of a trust, the difference being in the date
of termination. An estate is allowed to continue its existence beyond the time limit set by state statutes as long as there are further
administrative duties to be performed by the fiduciary. 7 However,
the period for the administration of an estate cannot be unduly
prolonged; and where continued administration is no longer necessary for the setttlement of the estate, it will be considered to have
terminated.' The termination of a trust, on the other hand, does
not occur until the property therein has been distributed to the intended beneficiaries, according to the terms of the will or trust
29
instrument.
Since estates and trusts are taxable entities, they have the opportunity to elect, as do individual taxpayers, the boundaries of their
accounting periods ;0 and the method of accounting to be employed
in the recording of income and expenses." Once these two elections
are made, the fiduciary must accordingly file the tax return of the
estate or trust.

32

McCauley v. United States, 193 F. Supp. 938 (E.D. Ark.), appeal dismissed, 295
F.2d 511 (8th Cir. 1961) ; Jones v. Whittington, 194 F.2d 812 (10th Cir. 1952).
25
Trust of Bingham v. Commissioner, 325 U.S. 365 (1945) ; United States v. Norton,
250 F.2d 902 (5th Cir. 1958) ; Brigham v. United States, 38 F. Supp. 625 (D.
Mass.), appeal dismissed, 122 F.2d 792 (1st Cir. 1941).
26
Treas. Reg. §§ 1.641(b)-3(a), (b) (1956).
24

2Treas. Reg. § 1.641(b)-3(a) (1956).
28
Treas. Reg. § 1.641(b)-3(a) (1956); McCauley v. United States, 193 F. Supp.
938 (E.D. Ark. 1961).
29
Treas. Reg. § 1.641(b)-3(b) (1956). However, even after the termination point, the
trust may maintain its status for a reasonable period of time in order for the trustee
to complete his administrative duties. A trust may continue its existence for purposes
of distribution to a remainderman after the death of a life tenant. Bryant v. Commissioner, 185 F.2d 517 (4th Cir. 1950).
30The accounting period (or taxable year) of an estate or trust may be selected by
the fiduciary merely by timely filing the entity's first tax return. The election is
binding, however, and once the taxable year has been selected by the filing of the
first return, that return cannot be amended for purposes of changing the taxable
year. Treas. Reg. §§ 1.441-1(b) (3) and (4) (1957).
31 The methods available to the entity include the cash method, accrual method, or a
combination of those two, or any method which clearly reflects income. I.R.C.
§ 446(c); Treas. Reg. § 1.446-1(c) (1957). In the event that any of the aforementioned methods do not, in the opinion of the Commissioner, clearly reflect
income, or the taxpayer fails to elect a method, the Commissioner will select a
method which he thinks does clearly reflect the income. I.R.C. § 446(b) ; Treas.
Reg. § 1.446-1(a) (2) (1957) ; Treas. Reg. § 1.446-1(b)(1) (1957).
32
I.R.C. § 6012(b) (4) ; Treas. Reg. § 1.641'(b)-2(a) (1956).
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The tax returns are filed in much the same manner as required
for an individual taxpayer."3 However, the requirements for filing
a tax return and for paying the tax liability may differ between
estates, trusts, and individuals. An estate, trust, or individual must
file a return if during the taxable year it had gross income in excess
of $6oo. 34 However, an estate or trust is also required to file if it has
nonresident alien beneficiaries ;31 furthermore, a trust is required to
file a return if it has received any taxable income during the year.3"
The Code requires that the tax liability of a trust or individual taxpayer be paid at the date when the return is required to be filed. 7
An estate, however, is permitted to pay its income tax liability in
four installments."
B. Income
(1) Kind and Recognition
The income items taxable to an estate or trust are the same as
those taxable to individual taxpayers. 9 In other words, items such
as dividends, interest, rents, royalties, and other sources of income
listed under Section 61, 4' represent amounts of income which are
subject to the estate and trust income tax. The rules that apply to
the treatment and computation of these income items on an individual's tax return also apply to the tax returns of estates and trusts."1
Subchapter 'J' has incorporated these provisions by reference, 42 and
has added no other provisions which would alter the kind of receipts
that constitute income. Furthermore, the provisions for the individual
- The fiduciary is required to file the return on or before the fifteenth day of the
fourth month following the close of the entity's taxable year. I.R.C. §§ 6012(b) (4),
6072(a); Treas. Reg. § 1.6072-1(a) (1959). The government form on which the
tax return is prepared is form 1041, and it must be signed by the fiduciary and
filed at the office of the district director in the revenue district in which the
fiduciary resides or has his principal place of business. Treas. Reg. § 1.6012-3(a) (1)
(1959) ; I.R.C. § 6061; Treas. Reg. § 1.6061-1(a) (1959) ; I.R.C. § 6091(b)(1) ;
Treas. Reg. § 1.6091-2(a)(1) (1959). Along with form 1041, the fiduciary is also
required to file (if not filed previously or if there have been amendments) a copy
of the will or trust instrument if the gross income of the estate or trust exceeds
$5,000. Treas. Reg. § 1.6012-3(a)(2) (1959). The amount of the tax due and
payable on the taxable income of the estate and trust is determined by applying to
the taxable income the same tax rates that are required for use by individuals filing
separate returns. Treas. Reg. § 1.641(a)-I (1956).
34
1.R.C. §§ 6012(a)'(1), (3), (4).
35
1.R.C. § 6012(a)(5).
36
I.R.C. § 6012(a) (4).
37 I.R.C. § 6151'(a).
38 I.R.C. § 6152'(a) (2). But if there is a failure to pay on an installment date, the
total amount becomes payable on demand. I.R.C. § 6152(d).
39
Treas. Reg. § 1.641(a)-2 (1956).
40 Relating to the definition of gross income.
41
Treas. Reg. § 1.641(a)-2 (1956).
See authorities cited note 23 supra.
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taxpayers do not contain any rules for special treatment of the income of estates and trusts.4
The income of the estate or trust is recognized by the entity
in the same manner as it is recognized by an individual taxpayer.
That is, recognition of income is dependent upon the accounting
period and the method of accounting that has been employed by
the taxpayer. Thus, if the estate or trust uses the cash method of
accounting, there will be recognition of income only if cash has
actually been collected (or constructively collected) in the accounting period." However, if the accrual method of accounting has
been adopted, the income will be reported if it has been earned in
the accounting period, whether or not cash was actually collected.
(2) Income in Respect of Decedents
Generally, income is recognized by an estate or trust only when
it is produced by the property constituting its corpus, after the entity has been established. However, there is an exception to this
principle with respect to estates and beneficiaries of estates. Under
Section 691(a), income accrued to the decedent at the date of his
death and not properly includible in his final personal tax return
is includible in the taxable income of the recipient when that income
is received. Whether or not the item of income is properly includible
in the final tax return of the decedent is dependent upon the
method of accounting which the decedent employed. For example,
if a cash basis taxpayer has accrued interest income on the date of
his death, it is not properly includible in his final personal tax return since the cash has not yet been collected (or constructively collected) .4' But when the cash is collected (or constructively collected)
by the estate or beneficiary, it is includible in the taxable income of
that recipient. On the other hand, a contrary result might occur if
the decedent had been reporting his income on the accrual method
of accounting, since the accrued interest income might properly be
includible in the decedent's final personal return.4 7 However, even
under the accrual method, the decedent's final return cannot include
items of income which have accrued only by reason of the taxpayer's
death." These amounts are includible in the recipient's taxable income when received.
43 See I.R.C. §§ 71-79 for those items which are specifically included in gross income.

" Treas. Reg. §§ 1.446-1(c)(i), 1.451-1(a) (1957).
4Treas. Reg. § 1.446-1(c) (ii) (1957).
46
Treas. Reg. §§ 1.446-1(c)(i), 1.451-1(a) (1957).
47
Treas. Reg. § 1.446-1(c) (ii) (1957).
-I.R.C. § 451(b).
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It should be noted that the income accrued at the date of the
decedent's death is also includible in his taxable estate, since it is
a right to receive gross income." However, to the extent that estate
tax was paid on this income now taxed as income to the estate, a
a deduction is allowed on the estate's income tax return.'
C. Exclusions, Credits, and Deductions
(1) Exclusions
Generally, estates and trusts are allowed the same exclusions
from gross income as individual taxpayers. However, the nature of
estates and trusts is that of a conduit, and thus part of the income
received by the entity may have been distributed to the beneficiaries.
Consequently, where this distribution has occurred, there may be some
disallowance of the full exclusion. One limitation on exclusions taken
by estates and trusts concerns dividends. There is normally a $100
exclusion of qualifying dividends received by an entity,5 but if a portion of these dividends has been distributed to the beneficiaries, the
fiduciary will not be entitled to the full $100 exclusion. Instead, the
exclusion allowed to the fiduciary is only on the same ratio that
the portion of dividends included in the fiduciary's taxable income
bears to the total dividends received.
(2) Credits
Basically, the same tax credits that may be applied against the
tax liability of an individual taxpayer, may also be applied against
the tax liability of an estate or trust. Obviously, the retirement income credit 3 applicable to individuals does not extend to estates and
trusts. And since neither an estate or trust is required to file a declaration of estimated income tax,"4 there would be no credit for estimated tax payments. However, there are credits allowed for (1)
partially tax-exempt U.S. bond interest,"5 (2) qualified dividends received,"8 (3) foreign taxes paid, 7 (4) interest paid at source on tax9 I.R.C. § 2033, relating to property in which the decedent had an interest.
50 I.R.C. § 691(c).

51 I.R.C. § 116.
52

Treas. Reg. § 1.661(c)-1 (1956), as amended, T.D. 6777, 1965-1 CuM. BULL. 14.
It should be noted that the beneficiary is entitled to the full $100 exclusion on the
dividends distributed to him, and is not limited to the balance of the exclusion that
was not available to the fiduciary.
53 I.R.C. § 37.
54
Treas. Reg. § 1.6015(h)-i (1957).
5i.R.C. § 642(a)(1).
56I.R.C. § 642(a)(3). The dividends-received credit is not applicable to dividends
received after December 31, 1964.
57
1.R.C. § 642(a)(2).
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free covenant bond interest," and (5) qualified investments in certain
depreciable property."' The first four items are only allowed as credits to the estate or trust to the extent that the income on which they
are based is not allocated to the beneficiaries. And the credit on item
(5) is apportioned between the fiduciary and the beneficiaries on the
basis of income allocable to each,6" even though the credit is based
upon the cost of the property acquired. 1
(3) Deductions in General
Generally, the same deductions which are allowed an individual
taxpayer are also allowed the estate and trust taxpayers by a reference
statute in Subchapter 'J.' This reference statute is the same one that
incorporated the individual taxpayer provisions for income."2 However, there are several individual taxpayer deductions which do not
apply to estates and trusts. Among these are the standard deduction, 3
deductions for medical expenses," child care expenses, " and employee's moving expenses.8" Furthermore, different rules may apply
depending upon whether a particular deduction is to be used by an
estate or a trust. The following discussion will relate most of these
deductions differing from the usual individual taxpayer provisions
and will point out where estates and trusts must be accorded different treatment.
(a) Personal exemption. The annual exemption of $600 allowed
individual taxpayers67 is also allowed estates, " but not trusts.
Rather, Section 642(b) makes provision for a personal exemption
deduction of $300 for trusts required to distribute all of their income currently, and $100 for all other trusts. It is important to note
that Section 642(b) does not refer to the trusts as being either
"simple" or "complex." For this reason, a complex trust required
to distribute all of its income currently would qualify for the $300
exemption deduction even though some of the distributions were
5I.R.C. § 32.
59

I.R.C. §§ 38, 46. The property to which this credit applies must be depreciable
property with a useful life of at least 4 years and must be either tangible personal
property or other tangible property. "Other tangible property" does not generally
include a building and its components, but for exceptions to this rule see I.R.C. § 48
and the Treasury Regulations thereunder.

-I.R.C. § 48(f)'(1).

61

I.R.C. §§ 46(a)(I),

(c).

62 See authorities cited note 23 supra.
63
I.R.C. § 142(b)(4).

64Treas. Reg. § 1.213-1(a)(1) (1957).
6Treas. Reg. § 1.214-1(b) (1956).
6Treas. Reg. § 1.217-1(a)(1)

7I.R.C. § 151.
6I.R.C. § 642(b).

(1965).
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made as charitable contributions, or even though corpus was distributed."
(b) Charitable deduction. The charitable contributions deduction
provided for individual taxpayers in Section 170 is made inapplicable
to estates and trusts, by Section 642(c), which provides for a deduction in favor of estates and trusts in the year that amounts were paid
to, used, or permanently set aside for charitable organizations as defined in the individual taxpayer provisions. There are four important principles relating to this deduction:
(i) Section 642(c) applies only to estates and complex trusts,
and does not extend to simple trusts. A simple trust, by definition,
is one which is not authorized to pay or to permanently set aside
trust funds for charitable purposes." Furthermore, Section 642(c)
states that only estates and complex trusts are able to qualify under
its provisions.
(ii) The funds from which the contribution is made must have
been included in the gross income of the estate or trust. The estate
and trust provisions specify the type of funds that must be used for
the charitable contribution. This specification is contrary to the provisions for the contributions deduction allowed individual taxpayers.
For an estate or trust to take advantage of the deduction, the contributions of the estate or trust must have been made from income
sources included in the gross income of the estate or trust.7' Thus,
contributions made from taxable income received (including income
in respect of a decedent) would qualify for the deduction." On the
other hand, contributions made from funds which are exempt from
income tax would not qualify for the deduction.73 There is an extension of this rule where the contribution is made from the gain on
the sale of an asset which received long-term capital gain treatment.
If a long-term capital gains deduction of one-half the amount of
such gain was allowed when the gain was reported, the contributions
deduction is limited to the one-half of the gain that was taxed.74
(iii) Estates and trusts are generally not subject to the limitations on the deduction imposed on the individual taxpayer. Section
642(c) provides that if the charitable contribution qualifies for the
deduction, it may be deducted "without limitation" from the gross
69
70

71

Treas. Reg. § 1.642(b)-i (1956).
I.R.C. § 651(a)(2).

Trpas. Reg. § 1.642(c)-2 (1956).
72Treas. Reg.§ 1.642(c)-i(b) (1956).
73Treas. Reg. § 1.642(c)-2 (1956).
74
Treas. Reg. § 1.642(c)-3 (1956).
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income of the estate or trust. This provision sharply contrasts with
the individual taxpayer provisions which limit the amount of the
deduction to 20% or 30% of the individual's adjusted gross income,
depending upon the type of charity that was the recipient."
(iv) A complex trust may be subject to limitations on the deduction. As to charitable deductions, an estate differs from a complex trust in that the latter may be subject to limitations on the
amount of the deduction allowed. There are three types of limitations placed on the charitable contributions deductions of complex
trusts:

First, a trust cannot deduct amounts as charitable contributions
if their source was derived from unrelated business income, even
though these amounts were included in the gross income of the
trust." However, if the contributions made from unrelated business
income were actually paid (as opposed to being set aside) to the
charity, the 20% and 30% limitations imposed on individual taxpayers will be imposed on the amounts so paid.7"
Second, if the trust enters into any prohibited transaction78
with the funds set aside for charitable purposes, the charitable contributions deduction may be limited to the 20% and 30% limitations
imposed on individuals. However, if there is a disallowance because
the trust entered a prohibited transaction, the trust may nevertheless
receive the unlimited deduction in subsequent years if it can be satisfactorily shown that the trust will no longer engage in any of the
prohibited transactions. 9
Third, a limitation may be imposed if the trust (1) has set aside
an unreasonable amount of funds for the charity, or (2) has used the
funds set aside for purposes other than charitable, or (3) has jeopardized the interests of the charitable beneficiaries by making imprudent investments with the funds set aside."0 If any of these acts
have occurred, the trust will be limited either to the amount actually
75

I.R.C. § 170(b)(1).
61.R.C. § 681(a).

7

"Treas. Reg. § 1.681(a)-2(a) (1957). Since the concept of adjusted gross income
is inapplicable to trusts, the 20% and 30% limitation is applied to the trust's taxable
income before the charitable contributions deduction.
78 A "prohibited transaction" is one in which the trust uses the amounts set aside
for charitable purposes, for (1) loans without adequate security or interest, or
(2) unreasonable amounts of compensation for personal services, or (3) preferential
services, or (4) unreasonable consideration in the purchase of securities, or (5) a
sale at less than adequate consideration, or (6) any other substantial transaction
which results in its diversion from the purpose for which it was intended. I.R.C.
§ 681(b)(2).

I.R.C. § 681(b) (4).
0I.R.C. § 681(c).
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paid to the charity, or to the 20% and 30% limitation applicable
to individuals, whichever results in a lesser amount."
(c) Net operating loss. Estates and trusts are allowed the same
benefits of the net operating loss (NOL) deduction as allowed
individual taxpayers, " with two exceptions. First, the trust must
exclude all amounts, both income and deductions, which are attributable to persons taxed under the provisions of Sections 671-78.8
Second, the estate or trust is not allowed to take into account either
the charitable contributions deduction or the distributions deduction. 4
Closely related to the provisions for the NOL deductions are
those provisions which deal with the disposition of an unused NOL
carryover after the estate or trust has terminated. An individual taxpayer's NOL carryover is lost as of the date of his death, and cannot
be carried over to his estate.' But a different rule applies if an
estate or trust is terminated; Section 642(h) provides for the disposition of a NOL carryover in such situations. That section, and
supplementary provisions, prescribe that the unused carryover be
allowed the beneficiaries directly,' and allocated according to the
share of each 'beneficiary succeeding to the estate or trust property.'
(d) Depreciation and depletion. The depreciation and depletion
allowances for estate and trust property are computed in the same
8

1I.R.C.

§ 681(c).

8 I.R.C.
83

§ 642(d).
Treas. Reg. § 1.642(d)-1(a) 1956).
84
Treas. Reg. § 1.642(d)-l(b) (1956). It is important to realize that although most
transactions of an estate or trust flow through to the beneficiaries, the NOL deduction has only an indirect effect on the beneficiaries. Mellott v. United States, 257
F.2d 798 (3d Cir. 1958), cert. denied, 358 U.S. 864 (1958), rehearing denied, 358
U.S. 913 (1958); Swoboda v. United States, 156 F. Supp. 17 (E.D. Pa. 1957),
affirmed, 258 F.2d 848, (3d Cir. 1958); Kearney v. United States, 116 F. Supp. 922
(S.D.N.Y. 1953). This distinction stems from the concept that both estates are trusts
are entities separate from the beneficiaries. The beneficiaries may, however, indirectly
receive the benefit of a NOL carryover deduction in that they may be taxed only
on the distributable net income (discussed, infra, p. 197) of the entity. (The computation of distributable net income does not require an adjustment for a NOL
deduction included in the entity's taxable income.) Furthermore, in the event of a
NOL carryback by the estate, advice has been given that since the distributable net
income of the estate for prior years has been reduced by the loss carried back, the
amount reported by the beneficiaries in the carryback years may be reduced. Thus,
the beneficiaries may file a claim for refund. Rev. Rul. 61-20, 1961-1 CUM. BULL.
248. (Although the advice was given in regard to estates, it appears that it would
also apply to trusts.) Distributions deduction discussed, infra p. 196.
8Mellott v. United States, 257 F.2d 798 (3rd Cir. 1958).

This same rule is also

applicable to capital losses. Rev. Rul. 54-207, 1954-1 CuM. BULL. 147.

8Treas. Reg. § 1.642(h)-l(a) (1956). These provisions also apply when, in the
year of termination, %thereis either a capital loss or a loss due to an excess of
deductions other than personal exemptions and charitable contributions. I.R.C.
§§ 642(h)(1), (2).
87
Treas. Reg. § 1.6 2(h).4 (1956). As to the meaning of "beneficiaries succeeding
to the property," see Rev. Rul. 60-134, 1960-1 CUM. BULL. 259; Treas. Reg. §
1.642(h)-3 (1956). Thus the benefit of a NOL deduction may accrue directly to
the beneficiary only when there is a carryback by the estate or trust, or when there
is a carryover remaining at the time of the termination of the entity.
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manner as those allowed on property of an individual taxpayer.8
However, under the individual taxpayer provisions relating to depreciation and depletion, estates and trusts are not entitled to deduct
the entire amount of depreciation and depletion so computed. The
estate or trust may deduct only so much of the depreciation and depletion as is not allowable to the beneficiaries.8 9
The basic rule is that both estates and trusts must apportion the
amount of the depreciation and depletion deductions between the
fiduciary and the beneficiaries on the basis of the income allocable
to each.' The rule may be different as to trusts, however, where the
trust instrument or local law permits or requires the trustee to maintain a depreciation or depletion reserve. The depreciation and depletion deductions would then be allocated to the fiduciary and the
beneficiaries on the basis of the income available only after allocating the requisite amount to the depreciation or depletion reserve."'
There is yet another difference between estates and trusts as to
depreciation. This difference is presented by Section 179, which
provides for an additional first-year depreciation deduction in the
amount of 20o of the investment in a qualifying asset. That section
has specifically precluded trusts from the enjoyment of this provision,92 and thus it is available only to estates.
(e) Double deductions. A provision not applicable to individual
taxpayers is found in Section 642 (g), concerning the disallowance
of double deductions. The problem of double deductions occurs
when the estate has incurred expenses such as those stated in Section
2053,9' or losses such as those stated in Section 2054." These items
88Depreciation: I.R.C.

§ 167; Rev. Proc. 62-21, 1962-2 Cum. BULL. 418 (Guidelines).
Depletion: I.R.C. § 611. The Code provides that the amortization deduction for
emergency or grain storage facilities shall be computed in the same manner as the
deduction allowed individual taxpayers. I.R.C. § 642(f). The Regulations further
provide that the deduction shall be allocated in the same manner as deductions for
depreciation and depletion. Treas. Reg. § 1.642(f)-i (1956), as amended, T.D.
6712, 1964-1 (Part 1) CUM. BULL. 114.
8I.R.C. § 6 4 2(e).
90I.R.C. §§ 167(h), 611(b)(3), (4). But if the trust instrument requires a different
allocation, that requirement will be controlling.
91
Treas. Reg. § 1.167(h)-l(b) (1956), as amended, T.D. 6712, 1964-1 (Part 1)
CuM. BULL. 109; Treas. Reg. § 1.611-1(c)(4) (1960). Note that the provisions
relating to the depreciation reserve are located only in the Regulations, and are not
found in the Code.
92 I.R.C. § 179(d) (4).
93 Relating

to expenses, indebtedness and taxes. It should be noted that there has been
a recent amendment to the Treasury Regulations, providing for the estate tax deduction of a loss incurred on the bona fide sale of estate assets. The amount of the deduction is the lesser of the difference between the sales price and (1) the fair market
value of the asset on the applicable estate valuation date; or (2) the fair market
value of the asset on the date of sale. Treas. Reg. § 20.2053-3(d) (2) (1958), as
amended, T.D. 6826, 1965 INT. REV. BULL. No. 27, at 13.
94Relating to casualty and theft losses.
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are deductible, under Sections 2053 and 2054, in computing the taxable estate; they are also deductible, under the authority of the individual taxpayer provisions, in computing the taxable income of
the estate. In order to prevent this double benefit, Section 6 4 2(g)
requires the estate to refrain from using these items as deductions
on its income tax return if they have been or will be used in computing the taxable estate. However, the fiduciary may file a waiver
as to the deduction of these expenses or losses for estate tax purposes;
they may then be deducted in computing the estate income tax. Section 64 2(g) is applicable only to estates, and has been held not to
extend to trusts, even though the trust property has been included
in the taxable estate."5
(f) Deductions in respect of decedents. Under this provision,"8 the
estate, in computing its taxable income, is allowed a deduction for
the payment of the following expenses which were accrued at the
date of the decedent's death: (1) trade or business expenses; (2)
interest; (3) taxes; (4) expenses for the production, management,
or conservation of income, or the property from which income is
produced; and (5) depletion.
It should be noted that since these expenses were accrued at the
date of death, they may also be deducted under the estate tax provisions in computing the taxable estate."' This deduction can be made
without violating Section 642(g) (discussed above) because that
section applies only to expenses incurred after death, and does not
attempt to deal with the payment of expenses which were accrued
at the date of death."
(4) Distributions Deduction
(a) In general. One of the most important purposes of Subchapter
'J' is to make certain that the estate or trust and the beneficiaries are
taxed on their respective portions of income from the entity, and
that neither one is again taxed on the same amount.' Accordingly,
the estate or trust is allowed a deduction from its income of those
items which are properly includible in the beneficiaries' incomes.
This deduction, known as the "distributions deduction," is a provision of the Code which applies only to estates and trusts.
The provisions relating to the amount of the distributions de95Commissioner

v. Mary E. Burrow Trust, 333 F.2d 66 (10th Cir. 1964), acq, 1965
INT REv. BULL. No. 30,at 60. See also, 41 DENVER L.C.J. 328 (1964), for a comment on that case.
96
1.R.C. § 691(b).
I.R.C. § 2053(a) (3), relating to claims against the estate.
98
Treas. Reg. § 1.642(g)-2 (1956).
" Davidson v.United States, 137 Ct. Cl. 416, 149 F.Supp. 208 (1957).
97
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duction vary, depending upon the type of entity under consideration.
Estates and complex trusts are treated in the same manner;" simple
trusts" ' are treated quite differently from the former two entities.
Consequently, following a definition of "distributable net income,"
the rules applicable to each type of entity will be discussed separately.
(b) Distributable Net Income (DNI) - Concept. The Internal
Revenue Code requires that the income generated by the estate or
trust must be subject to an income tax at either the estate-trust level
or at the beneficiary level. Furthermore, the Code requires that the
character of the income (such as dividends) be the same when held
by the beneficiary as it was when held by the fiduciary of the estate
or trust." To fulfill these requirements, the Code has created the
concept of DNI to determine how much income should be taxed
to the beneficiary and the character of this income. The DNI concept gives rise to the estate and trust becoming conduits of income
to the beneficiary, with neither the fiduciary entity nor the beneficiary being taxed on the same item of income.
(c) DistributableNet Income-Defined. DNI is determined by making various adjustments, as required by Section 643 (a), to the taxable income of the estate or trust. To the amount of the fiduciary's
taxable income, the following amounts which were deducted in arriving at that amount are added back: (1) Distributionsto beneficiaries. (2) Personal exemptions. (3) Long-term capital gain deduction, to the extent it is not attributable to amounts which were paid,
used, or permanently set aside for charitable purposes. (4) Capital
losses, to the extent that they are not used in determining the amount
of capital gains which were (or were required to be) distributed.
Also added to the fiduciary's taxable income are the following
amounts which were excluded from income: (1) Tax-exempt interest, reduced by allocated expenses which would have been tax deductible had they not applied to tax-exempt income; and by the portion of such interest that has been paid, used, or permanently set
aside for charitable purposes. (2) Foreign trust income, reduced
by the same type of amounts that would reduce the tax-exempt interest (above). Capital gains are included, but they can be offset
by capital losses to the extent of the gains. (3) Dividend exclusion,
to the extent of the fiduciary's portion.
The following items which have been included in the fiduciary's
taxable income are then subtracted, thus yielding the entity's DNI:
100I.R.C. § 661.
101 I.R.C. § 651.
102 1.R.C. §§ 652(b), 662(b).
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(1) Capitalgains, to the extent that they are allocated to corpus and
have not been (or required to have been) distributed to a beneficiary;
or have not been paid, used, or permanently set aside for charitable
purposes. 3 (2) Extraordinary, and taxable stock dividends which
have been received by a simple trust, and which in the good faith
determination of the fiduciary have been properly allocated to corpus
and not paid to the beneficiaries.
(d) DNI and simple trusts. As previously defined," 4 a simple trust
is one which is required to distribute all of its income currently. That
is, all of the income received by the trust during the taxable year is
required to be distributed in that year to the beneficiaries. It follows,
then, that the beneficiaries of the trust will be required to include
these current distributions in their personal gross income. 5 To prevent the beneficiaries and the trust being taxed on the same item
of income, the trust is allowed a distributions deduction in the amount
of the required current distribution." 8 This deduction is mandatory
whether or not the required distributions were made during the
taxable year. However, the distributions deduction may not exceed
the DNI; therefore, if DNI is a smaller amount than the actual
distributions, DNI will constitute the distributions deduction.'
The statute specifically provides that the amounts of income
required to be distributed currently are only those amounts included
in the taxable gross income of the trust; therefore, items which are
excluded from gross income do not constitute part of the distributions deduction. 1 8 Thus, in the computation of the distributions deduction for purposes of a simple trust, tax-exempt income, foreign
trust income, and excluded dividends need not be added to the taxable income in computing DNI.
(e) DNI and estates and complex trusts. The distributions deduction for estates and complex trusts is computed by using a two-tier
system. The first tier is comprised of the same type of distributions that make up the distributions deduction of a simple trust.
That is, the first tier is comprised of the income which the fiduciary
did, or was required to, distribute currently. Although the fiduciary
is required to make a distribution out of either corpus or income,
103Thus, if the capital gain is either (1)

allocated to income, or (2) allocated to
corpus, but distributed to the beneficiaries or paid, used or permanently set aside
for charitable purposes, or (3) used in determining the amount to be distributed,
the gain will not be deducted from taxable income in computing DNI.
104 See discussion p. 185 supra.
1_.R.C.
8 652.
0-I.R.C. § 651.
'0 I.R.C. § 651(b).
18 I.R.C. § 651(b) ;Treas. Reg. § 1.651(b)-1 (1956).
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the first tier distributions deduction is allowed only to the extent that
the distributions were paid out of income.'09
If the amount of distributions in the first tier exceeds DNI, the
DNI amount is used for the distributions deduction."' But if the
first tier has not exhausted the available amount of DNI, then there
must be a computation of second tier distributions. The second tier
consists of other distributions which the fiduciary made or was required to make during the taxable year."' These distributions may
be those which are made in the discretion of the fiduciary, and may
be made up of either corpus or undistributed accumulated income
from prior years."'

It should be noted that the distributions deduction is applicable
only to those distributions made to beneficiaries other than charitable
beneficiaries."' The reason for this limitation is obvious, as the
Code has already made available a separate deduction for charitable
contributions. If the charitable beneficiary were to be included in
the distributions deduction, there would in effect be a double deduction of a single distribution.
There is another provision against double deductions, which
concerns income required to be distributed currently but not distributed until a subsequent year. The rule is that since such income
was used in computing the distributions deduction in the year of required distribution, it cannot again be used for that purpose in the
year the distribution was actually made."' This rule applies to simple trusts as well as to complex trusts and estates.
IV.

TAXATION OF THE BENEFICIARY

A. Income Reported
The amount and nature of the income of estates and trusts
which must be reported by the beneficiaries individually, depends
upon seven factors: (1) The estate's or trust's taxable year; (2) the
beneficiary's taxable year; (3) the estate's or trust's distributions
deduction; (4) the estate's or trust's DNI; (5) the beneficiary's
share in the estate or trust; (6) the nature of the income to the estate
or trust; and (7) the allocation of income and expenses in the distributions deduction.
1'9I.R.C.
"10I.R.C.
111I.R.C.
12 Treas.
1131.R.C.
114 1.R.C.

§ 661(a)(1).
§ 661(a).
§ 661(a)(2).
Reg. § 1.661(a)-2(c) (1956).
§ 663(a)(2).
§ 663(a)(3).
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The beneficiary is required to report as gross income in his individual return, his proportionate share of the amount of the distributions deduction taken by the estate or trust.115 The distribution recognized by the beneficiary is equal to that taken by the estate or
trust for the taxable year which ends with or within the beneficiary's
taxable year. 6
If the distributions which were (or were required to be) distributed currently exceed the DNI, the estate or trust may deduct only
the amount of DNI as the distributions deduction. As a result, the
beneficiaries as a whole need not report more than that amount on
their individual returns, and thus each beneficiary will only report as
income his "share" of the DNI."' This "share" is the percentage
computed on the basis of the amounts paid (or required to be paid)
to that beneficiary in relation to the amounts paid (or required to be
paid) to all beneficiaries. Furthermore, as to a complex trust or an
estate, DNI is first reduced by the first tier distributions and there
may be a balance amount of DNI for the second tier distributions.
If there is a balance of DNI and the second tier distributions exceed
this balance, a similar "share" basis is computed among the second
tier beneficiaries on the basis of this balance. 8
The tier system is important because all beneficiaries of the estate or trust probably will not be in the same personal income tax
brackets. As a result, the estate planner may want to place the lower
income tax bracket beneficiaries in line for the first tier distributions, leaving the higher bracket beneficiaries as second tier distributees. The obvious effect would be to relieve the higher bracket
beneficiaries from reporting their share of the estate or trust income
in the event there is not enough DNI to absorb a second tier distributions deduction for the estate or trust.
As mentioned above," 9 the character of the income held by the
beneficiary must be the same as it was when held by the fiduciary.
Therefore, where there are several income beneficiaries of the entity,
there must be an allocation of the various types of income to the
beneficiaries. Generally, the income is to be allocated to each beneficiary on the basis of the ratio that each type of income in the DNI
bears to the total DNI."' However, if the governing instrument
1151.R.C. §§ 652(a), 662(a).
1161.R.C. §§ 652(c), 662(c).
1171.R.C. §§ 652(a). 662(a)(1).
" 8 1.R.C. § 662(a)(2).
119 See discussion p. 197 supra.
1201.R.C. § 662(a)(2).
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designates the type of income to go to each beneficiary, this designation will be controlling. The deductions are generally allocated to
the income items to which they relate, but those deductions which
have no particular income relation may be allocated to any income
item that the fiduciary desires.'21
It is important to note that the beneficiary may have taxable
income from the receipt of property in a distribution of corpus. Gifts
or bequests of specific sums of money or property do not form a part
of the entity's distributions of corpus which constitute taxable income
to the beneficiary.'" However, taxable income from a corpus distribution may arise when an item of corpus is not distributed as a gift
or bequest of a specific sum of money or property, but is rather distributed to satisfy some other obligation. For example, assume the
following set of facts: The term of H's will provided that W (the
sole beneficiary) receive an annual income of $10,000 from the
estate during its administration. H did not dispose of all his property by specific bequest and W was named as residuary legatee. H's
auto comprised part of this residual estate. On July 15, 1965, when
the auto had a fair market value of $3,000, the executor transferred
the title of the auto to W. The DNI for 1965 was $15,000. W
would report as income from the estate for 1965, the following:
$10,000 as a first tier distribution, and $3,000 of the remaining
$5,000 available for second tier distributions-a total of $13,000.
(Of course, the fiduciary would have a distributions deduction of
$13,000.) Thus, proper timing of a corpus distribution is necessary,
when the distribution is for reasons other than satisfying specific
bequests or gifts.
B. Beneficiary of a Complex Trust
While beneficiaries of estates and complex trusts are generally
treated in the same manner, there are two exceptions for complex
trusts. One exception is known as the "separate share" rule, and the
other is known as the "five-year throwback" rule. A brief discussion
of these rules will conclude this note.
(a) Separate share rule."' The separate share rule provides that
separate shares be used in computing the portion of the distributable
Treas. Reg. § 1.652(b)-3 (1956). However, there must be an appropriate amount
of these deductions allocated to tax-exempt income.
12 I.R.C. §663(a)(1).These bequests, in order to be exempt, must be paid either all
at once or in not more than three installments. Furthermore, a gift or bequest which
can only be paid from the income of the entity, is not considered to be a specific
gift or bequest.
3
1 I.R.C. § 663(c).
121
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net income taxable to each beneficiary. Under this provision each
beneficiary of the trust is treated as though he has his own trust
separate from the other beneficiaries for the purpose of determining
the DNI allocable to the respective beneficiaries. The main purpose
of this provision is to relieve a beneficiary from tax liability
on a corpus distribution where the income of the trust is being accumulated for the benefit of another beneficiary. Accordingly, simple
trusts were excluded from this provision since, by definition, simple
trusts do not accumulate income. There is speculation that this provision was not extended to estates since a more complex problem
would be involved in determining the separate shares in an estate,
and Congress did not want to leave the definition of such to the
discretion of the Commissioner."
2 5 The five-year throwback rule con(b) Five-year throwback rule."
cerns complex trusts that in one taxable year make a distribution
of accumulated income to the beneficiaries. The rule essentially provides that when such distribution is in excess of the DNI for the
year in which the distribution took place, the excess is to be reported
by the beneficiaries in computing their personal taxable income.
The amount to be reported by each beneficiary is his portion, beginning with the first preceding year, of the trust's "undistributed
net income" for that year." The computation is made, in turn,
for each preceding year until either the accumulations distribution
has been exhausted or the excess has been carried back five years,
whichever event comes first.'27 The purpose of these complicated
provisions is to prevent the trust beneficiaries from shifting the
burden of the income tax from themselves to the trust, when the
latter is in a lower income tax bracket than are the beneficiaries.

Simple trusts are not included in this provision since by the
definition of a simple trust, it is required to distribute all of its income
currently, and therefore is not authorized to accumulate. It is not
clear why estates were excluded from this provision, and it is only
speculation that Congress felt that the problem of shifting income
by accumulations was not as prevalent in estates as it was in complex
trusts. Thus, an estate may accumulate its income through the
1

24 6 MERTENS, FEDERAL INCOME TAXATION

§ 36.52 (Zimet revision 1957).

125 I.R.C. § 666.
126

127

"Undistributed net income" is computed by taking the trust's DNI and subtracting
therefrom (1) the first tier required distributions; (2) the second tier other distributionws; and (3) the federal income tax paid on the trust which is allocable to the
undistributed portion of the DNI for the year. I.R.C. § 665(a) and thc Treasury
Regulations thereunder. I.R.C. § 665(d).
For exceptions to the five-year throwback rule, the reader is referred to I.R.C. §§
665 (b), (c), and the Treasury Regulations thereunder.
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years, paying a lesser tax on the income than would the beneficiaries.
In the termination year the estate could then distribute all of these
accumulations plus the current year's income, and the beneficiaries
would not be taxed on any income in excess of the current year's
income.

